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DECISION NO. 70441 
lALUE OF ITS UTILITY PLANT AND 
’ROPERTY AND FOR INCREASES IN ITS 
UTES AND CHARGES FOR UTILITY SERVIC 
3ASED THEREON. OPINION AND ORDER 

E OF REMAND January 25 @e-H Conference), January 28 and 
January 29,2008 

Phoenix, Arizona ’LACE OF REMAND HEARING: 

DMINISTRATIVE LAW JUDGE: 

N ATTENDANCE: Mike Gleason, Chairman 
Kristin K. Mayes, Commissioner 

D. James and Mr. Jay L. Sh 
CRAIG, P.C., on behalf of Chaparral 

City Water Company; 

Mr. Scott Wakefield, Chef Counsel, and Mr. Daniel 
Pozefsky, Staff Attorney, on behalf of the Residential 
Utility Consumer Office; and 

Ms. Janet Wagner, Senior Staff Counsel, and Mr. Keith 
Layton, Staff Attorney, Legal Division, on behalf of the 
Utilities Division of the Anzona Corporatim 
Commission. 

BY THE COMMISSION: 

On August 24,2004, Chaparral City Water Company (“Chaparral City” or “Company”) filed 

with the Arizona Corporation Commission (“Commission”) an application for a determination of the 

current fair value of its utility plant and property an for increases in its rates and charges for utility 

service based thereon. 

Hearings on the application were held in May and June 2005. 
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On September 30,2 

Consumer Office (“RUCO”), an 

City appealed Decision No. 68176 to 

The Arizona Court of Appeals, Division One, considered 

February 13,2007, issued its Memorandum Decision, which a f f m  

Decision No. 68176 to the Commission for further determination. The Court of Appeals found that 

the Commission did not comply with Article 15, $14, of the Arizona Constitution when the 

Commission set the rates based on original cost instead of the fair value of Chaparral City’s 

a1 City’s appeal, and on 

, vacated, and remand 

property . 

On June 2,2007, Staff filed a Request for Procedural Order. 

On June 7,2007, the Commission issued a Remand Hearing Procedural Order in this docket 

establishing a schedule for a remand proceeding in accordance with the Memorandum Decision. 

The Procedural Order set a hearing date of October 16,2007. 

On June 8, 2007, Chaparral City filed a Notice of Filing Revised Schedules of Rates and 

Charges for Utility Services and a Response in Opposition to Staffs Request for Procedural Order. 

On June 11, 2007, Chaparral City filed a Motion to Vacate Remand Hearing Procedural 

Order and to Set Procedural Conference. 

On June 13, 2007, a Procedural Order was issued setting a Procedural Conference for June 

22,2007. 

On June 18, 2007, Chaparral City docketed its Filing Regarding Conflicts with Procedural 

Schedule. 

On June 22,2007, the Procedural Conference was held as scheduled. 

On June 25, 2007, a Procedural Order was issued changing the hearing date to November 6, 

2007, as agreed to by the parties at the June 22,2007, Procedural Conference. 

On July 6, 2007, Chaparral City filed its Amended Notice of Filing Revised Schedules of 

Rates and Charges for Utility Service. 

On August 30, 2007, RUCO filed the direct testimony of Dr. Ben Johnson, and Staff filed the 

DECISION NO. 70441 
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n-ocedural schedule be held. 

dukd a Procedural 

:ontinued the hearing and the remaining procedural deadlines. 

On October 2,2007, the Pr 

On October 3, 2007, a Pr 

!8,2008, as, agreed by the parties. 

as issued setting the remand hearing for January 

On October 31, 2007, Chaparral City filed the rebuttal testimo 

%nest A. Gisler; Harold Walker, III; and Dr. Thomas M. Zepp. 

On November 5,2007, Chaparral City filed the corrected rebuttal testimony of Mr. Walker. 

On December 7, 2007, RUCO filed the surrebuttal testimony of Dr. Johnson, and Staff file 

,he surrebuttal testimonies of Mr. Parcel1 and Mr. Smith. 

On December 21, 2007, the parties filed a Stip 

ary 10, 2008, a Procedur Order was issued approving the Stipulatio 

Discovery and Filing Deadlines and ord 

28,2008, Remand Hearing. 

On January 18, 2008, Chaparral City filed the rejoinder testimonies of Mr. Bourassa and Dr. 

Zepp and filed its Notice of Certification of Publication indicating that notice of the Remand 

Hearing was published on January 16,2008, in The Fountain Hills Times. 

The Remand Hearing was held as scheduled on Janu 28 and 29, 2008 

testified on behalf of Chaparral City, RUCO, and Staff. 

On February 14, 2008, Chaparral City filed a Request to Modify Briefing Schedule to allow 
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On February 15,2008, a Procedural Or 

iriefing schedule by one week. 

On February 20,2008, Staff filed a Request 

On February 22,2008, a Procedural 0 

iarties’ briefing schedule by an 

On March 5,2008, Closing Briefs were filed by Chaparral City, RUCO, and Staff..’ 

On March 21,2008, Reply Briefs were filed by Chaparral City, RUCO, and Staff.’ 

On March 25,2008, Chaparral City filed a Motion to Expedite Decision on Remand. 

In its rate application filed in August 2004, Chaparral City submitted schedules reflecting 

both an Original Cost Rate Base (“OCRB”) and an estimated reconstruction cost new less 

depreciation (“RCND”) rate base. In Decision No. 68176, the Commission found the Company’s 

adjusted OCRB and RCND for ratemaking purposes to be $17,030,765 and $23,649,830, 

respectively. Chaparral proposed a Fair Value Rate Base (“FVRB”) based on the average of its 

OCRB and RCND, and Staff also proposed a FVRB based upon the average of OCRB and RCND. 

RUCO proposed a FVRB equal to the OCRB. The Commission found that an “average of the 

adjusted OCRB and RCND provides a reasonable measurement of the current value of the 

Company’s property dedicated to public ~ervice.”~ Using a 50/50 weighting of the OCRE! and the 

RCND, the Commission found Chaparral’s FVRB to be $20,340,298. The Commission applied a 

cost of debt of 5.1 percent and cost of common equity of 9.3 percent to the Company’s capital 

structure as of December 3 1, 20034 to determine the weighted average cost of capital (“WACC”) of 

7.6 percent. The Company requested that the Commission apply the WACC to the FVRE!, but the 

Commission determined that the Company’s proposed rate of return methodology and resulting 

revenue increase would produce an excessive return on FVRB. The Commission applied the fair 

On March 2 1 2008, Staff filed a Notice of Errata correcting an error in its Closing Brief. 

DecisionNo. 68176 at p. 9. 
41.27 percent long-term debt and 58.73 percent common equity. 

* On March 25,2008, Chaparral City filed a Notice of Errata correcting an error in its Reply Brief. 
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alue rate of return of 6.36 percent to the FVRB, resulting in required operating income of 

11,294,338, which was $680,091 more th 

aled Decision N 8176 to the Arizona Co of Appeals which found 

hat the Commission did n 

:ommission set the rat instead of the fair value of Chaparral 

roperty. The Court m a l  City did not make a clear and co 

howing that the regarding the methodologies the Commission used to 

letermine the cos awhl or unreasonable and fore affirmed the 

sion’s methodologies used to determine the cost of 

Zommission’s d ision and remanded “for further dete 

vith our constit~tion.”~ 

The Commission’s Remand H 

Zhaparral City, RUCO, an 

hues to be Decided on Remand 

taff testified. Briefs were filed in March 2008. 

1. What rate of return methodology should the ission use in this R 

.o determine the propriate rate of return on Chaparral City’s FVRB? 

2. What is the appropriate rate of return on chaparral City’s FVRB to be 

this Remand proceeding? 

Should the Commission authoriz recovery of rate case expense the Company asserts 

it has incurred as a result of its appeal from Decision No. 68176 and this Remand proce 

Issue # 1 What rate of return methodology should the Commission use in 

proceeding to determine the appropriate rate of return on Chaparral City’s 

The Court of Appeals found “the method employed by the Commission to determine the 

operating income in this case did not comport with constitutional requirements.”‘ The Commission’s 

Ex. A-R13, Chaparral City Water Co. v. Ar 
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ncome (revenues) using OC 

;orresponding rate of retu 

4rticle 15, 9 14, of the Arizona Constitution requires the Commission to determine operating income 

ising the FVRB. 

Clhaparral City’s Method 

The Company’s final position is “the same position that it has had throughout the case,” and 

that is for the Commission to apply the 7.6 percent WACC to the fair value rate base.7 Chaparral 

City asserts that “the fact that the 7.6 percent rate of return was derived through weighted cost of 

capital methodology is essentially irrelevant. There is no conceptual link between a weighted cost of 

capital derived rate of return and an original cost rate base.”’ The Company argues that its capital 

structure does not match its OCRB and that the financial models used to estimate the cost of equity 

are market-based models that are unrelated to any particular rate base. 

Company witness Dr. Zepp testified that a “fair rate of return is achieved when a utility is 

permitted to set rates and charges for service at levels where the expected return provides common 

stock investors a reasonable opportunity to earn the cost of common equity.”’ He argued that equity 

cost estimates are generally determined with market data and therefore are independent of the rate 

base to which they are applied. The use of market data allows an estimate to be made of the equity 

return an investor requires on dollars invested in shares of common stock.*’ According to Dr. 

Zepp, the Commission’s use of the Discounted Cash Flow (“DCF”) model and the Capital Asset 

Pricing Model (“CAPM’), which are market-based finance models, means that their results are 

independent of the rate base to which they are applied. Dr. Zepp therefore disagrees that the cost of 

equity is intertwined with the use of OCRB and testified that neither Staff witness Parcel1 nor RUCO 

Throughout his written testimony, Company witness Mr. Bourassa continually refers to Decision No. 68176’s 
“authorized return of 7.6 percent,” but when asked to locate where in Decision No. 68176 such a rate of return was 
authorized, he was unable to do so. Tr. at 109-11; see Bourassa Rebuttal Testimony, Ex. A-R4 at 6, 13, 14, 15, 22, 30, 
31,40; Rejoinder Testimony, Ex. A-R5 at 2,4, 16. 
* Tr. at 9. 

lo Id. at 10-12. 
Ex. A-R7, Zepp Rebuttal Testimony at 9. 9 
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rate base to whi 

ase found accord 

hat state’s requirements. 

ates that provide a reasonable opportunity to earn the cost 

argues that, in Anzona, that means that 

f the FVRB - not the value of the equity p 

The Company argues is applied to the 

vhether the resulting return produces the dollar cost of capital, there is n 

‘eason why the WACC cannot be applied to a FVRB, given that 

lased on the fair value of the utility’s property.”” 

In its Closing Brief, 

:stirnation approaches that r 

Company argues that the Commission does not use cost of equity 

on accounting-based equity returns. It believes that using the D 

M to determine th 

the competitive m 

:went market value of rate base assets 

Company is proposing and what the Company believes the fair value standard requ 

‘the market cost of capital would be applied to the 

to provide service.””6 This is what the 

The Company’s method results in operating ditional$410,000 in 

increase the bill for gross revenue over the amount 

an average residential customer 

Id. at 13. 
Ex. A-R5, Bourassa Rejoinder at 4 (emphasis in original). 12 
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,he lost revenue it beli 

58 176’s new rates 

3pproximately $1.1 

2xpense. The proposed surcharge would be $0.56 per thousand gallons, collected over 12 months, 

2nd the typical monthly bill would reflect a surcharge of approximately $5.14.’’ 

Chaparral City argues that Staff and RUCO have ignored the economic and legal 

underpinnings of the fair value standard and instead propose methods based on the prudent 

investment/original cost approach, which it argues cannot be used. 

Dr. Zepp criticizes Staffs proposed method as an “OCRB-earnings method that superficially 

base[s] rates on FVRB but in fact tie[s] the utility’s earnings to OCRB” and argues that RUCO’s 

method is flawed because it is “either another OCRB-earnings method - and thus could not survive 

an appeal - or is based on an arbitrary rate of retum that produces lower earnings than would result 

if rates were based on OCRB.”’~ 

Dr. Zepp disagrees with the assertion by Staffs witness, Mr. Parcell, that applying a zero 

costheturn to the FVRB increment of the capital structure is appropriate from a financial perspective 

because the fair value increment was not supplied by investors, stating that “[ulnder the law of fair 

value a utility is not entitled to a return on its investment; it is entitled to a return on the fair value of 

its properties devoted to public service.”20 He also criticizes as “arbitrary” the Staff alternative 

proposal which assigns a cost of 1.25 percent to the fair value increment. 

Mr. Bourassa criticizes Staffs proposed first alternative as “just another version of the 

‘backing-in’ method” because it produces the same operating income,21 and argues the second 

alternative should be rejected because, in his opinion, the rate of return on the fair value increment is 

l7 Although the Company stated that the court vacated the Commission’s decision (Tr. at 287, 290) the Company is still 
charging and collecting the rates established therein (Tr. at 261). 
‘’ Id. at 3, and attached Final Remand Schedule A-1 at 2. 
l9 Ex. A-R7, Zepp Rebuttal Testimony at 14-15. 
2o Id. at 20. See also Ex. A-R8 at 4 explaining that “[tlhe amount of capital invested is immaterial” (citing Arizona 
Corp. Comm ’n v. Arizona Water Co., 85 Ariz. 198,203,335 P.2d 412,415 (Ariz. 1959)). 
21 Ex. A-R5, Bourassa 

8 DECISION NO. 70441 
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rbitrary and is far below the return required by inves 

Dr. Zepp testified that RUCO’s 

hat the foundation o 

lo not exist: (1) th 

lecision concerning 

eturn is directly re1 

e facts that Dr. Zepp believes are false or 

,pecific cost factors used to determine the RCND and is not the future plant-specific cost factors that 

vi11 affect the FVRB in the future.24 He argues that this causes a mismatch between FVRE? 

letermined at the time of inquiry, the FVRB expected in the future, and RUCO’s reven 

equirement. Dr. Zepp also testified that Dr. Johnson’s method was arbitrary because there is no 

‘eason to believe that FVRB increased by 2 percent per year in the past or do so will in the future. 

Although Dr. Zepp disagrees with Dr. Johnson’s position that debt contains an inflati 

;omponent, he states that “[alssuming, for the sake of ar 

~I I  inflationary component, it is attributable to the cost of equity, not the cost of debt.”2 

.o Dr. Johnson’s assertion that Arizona investors would be overcompensated if the Company 

nethodology were accepted, Dr. Zepp indicated that “investors in Arizona would receive the returns 

hat the Arizona Constitution 

RUCO’s Method 

ends that the Commission adopt a rate of return methodology that us 

any’s WACC, adjusted to remove the inflation co 

FVRB. 

RUCO’s witness Dr. Johns 

22 Ex. A-R7, Zepp Rebuttal Testimony at 22. 
23 Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
24 Ex. A-R7, Zepp Rebuttal Testimony at 3 1. 
25 Id. at 33. Dr. Zepp makes the same error as Company witness Bourassa, testifying repe Y that Decision No. 68176 
authorized a rate of return of 7.6 percent. Id. at 4, 5, 12, 18,20, 21, 29, 30, 32, 33, 34, 38 33; Ex. A-R8, Zepp Rejoinder 
Testimony at 3. 
26 EX. A - ~ 7 ,  Zepp 1 Testimony at 33. 
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. . . it is generally agreed that the amount of dollars that the utility should be given an 
opportunity to earn should be largely, if not entirely, determined by a competitive mark 
standard. In essence, the utility should be allowed to recover its actual cost of capital - 
dollar amount that is approximately equivalent to the amounts being earned by other 
firm’s [sic] on their investments of comparable magnitude, adjusted for any differences in 
risk.”27 

RUCO argues that applying the weighted average cost of capital to the FVRB is not 

appropriate because it would over-compensate the Company’s investors and unfairly burden the 

Company’s customers. According to RUCO, because the FVRB is partly tied to reproduction costs, 

and because reproduction costs increase due to the effects of inflation, the return on FVRB as 

advocated by the Company includes the effects of inflation. Likewise, the cost of capital advocated 

by the Company includes the estimated cost of equity, which relies in part on analysts’ judgments 

and stock market data that compensate investors for inflation. 

RUCO’s witness, Dr. Johnson, testified that although the weighted average cost of capital is 

developed to be used with a return on OCRB, it could be the starting point for developing an 

appropriate rate of return with FVRB. RUCO argues that without some adjustment to the cost of 

capital, the effects of inflation would be double counted - once in the FVRB and again in the rate of 

return. Specifically, RUCO recommends that the Commission adopt a rate of return that excludes an 

inflation component, thereby providing an operating income that fairly compensates investors and is 

also fair to customers. 

Dr. Johnson testified that inflation is a major factor influencing the both the FVRB and the 

WACC, which creates a concern about the potential for double counting inflation’s effects. Because 

the RCND study is developed by applying plant-specific inflation indices to utility-specific balances, 

these “industry-specific inflation rates are one of the most important factors causing the fair value to 

exceed original cost.’y28 Dr. Johnson testified that without an adjustment for inflation, using the 

WACC as a return on FVRB would cause astronomical increases in rates for electric and other 

utilities in the state, skyrocketing stock prices for utilities in the state, and enormous repercussions 

27 Ex. R-R1, Johnson Direct Testimony at 11. 
Id. at 24. 
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irly, and to preclude unregulated 

elieves that it is imper 

Dr. Johnson testified: 

valuations, and correspondingly increasing rate levels. Unless this problem is solved, 
utility rates can eventually escalate to a level approaching pure monopoly levels, 
defeating the core purpose of rate regulation, and greatly deviating from the goal of 
simulating the results of an effectively competitive market.30 

customers and  stockholder^."^^ 

29 Tr. at 202. 
30 Ex. R-R1, Johnson Direct Testimony at 7-8. The “circularity problem” reference speaks to the idea that, with the use 
of FVRB, a vicious circle can be created where “valuation is dependent upon capitalization of earnings that are being set 
in a rate case, and those earnings depend in large part on the regulatory commission’s finding of fair value.” Id. at 5-8; 
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md reasonable. The fair in dollar terms c 

idopt a different rate base valuation method 

Dr. Johnson recommended that, to maint 

md the United States Supreme Court’s appli 

he fair rate of return will appropriately chan 

)ase. He testified that a fair value cost valuation tends to be higher than an original cost valuation 

)ecause it reflects the impact of inflation and other factors that tend to contribute to an upward 

g-owth in value over time. According to Dr. Johnson, “[e]conomists have long recognized that 

nflation and other factors which increase the value of an investment will significantly impact an 

nvestment’s expected return. In turn, these factors affect the present value of the inve~tment.”~~ Dr. 

lohnson explains that this is because the growth in the value of the investment is a component of the 

otal return that is realized by the investor. 

According to Dr. Johnson, most theorists agree that the primary objective of regulation is to 

xoduce results in the utility sectors of the economy that parallel those that would be obtained under 

:-petition. He testified that: 

the general economic goal of utility regulation is to provide an opportunity for an 
efficiently managed utility to recover its full costs, including a fair (or normal) return on 
its capital - but it is generally precluded fiom earning profits in excess of a normal return. 
When rates are adopted in accordance with this objective, the result will be an equitable 
and efficient balance between the interests of the utility and its investors, and the interests 
of the utility’s customers. Such a balance occurs naturally in the world of competition, 
and is clearly a desirable goal for regulation in the public interest.”34 

In response to the Company’s argument that the “fair rate of return” for application to the 

FVRB should be the same percentage that would be applied to the OCFU3, Dr. Johnson testified that 

if regulation is going to achieve reasonable consistency with the competitive market standard, 

3pplying the same percentage figure to both rate bases is not appropriate. He concludes that a valid 

finding of the fair value rate of return will depend in part upon the method used to determine rate 

base. To the extent that a fair rate of return is developed for an OCRB using the weighted average 
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malate in the futur 

o the fair value r 

Iondered is how 

[I]t is clear that the appr 
of return in an origina 
jurisdiction is closely related to the rate of growth in the utility’s fair value rate base 
relative to the original cost of its property. The more rapidly fair value is growing 
relative to original cost, the less need there is to immediately provide a high level of 
current income in the form of high percentage return for application to the fair value rate 
base. This is exactly what we observe in the stock market, where investors are satisfied 
with relatively lower levels of current income and dividends in growth industries, where 
the value of stock and the anticipated fbture levels of dividends are expected to grow over 
time.36 

According to Dr. Johnson, another way to see why the return on FVRB must be lower 

between the appropri 

the WACC, if the return is going to be fair to both customers and stockholders, is to look at the 

nationwide. Nearly all jurisdictions accept the competitive 

n, whether they use original cost or fair value to determine rat 

utilities in Arizona are competing with utilities in 0th 

in the national market. If Arizona utiliti 

as are applied to OCRB in all other jurisdictions, it is clear that inve zona utilities would 

be overcompensated. According t Dr. Johnson, if “the weighted ge cost of capital were 

applied to the fair value rate b 

ndfall profits, in 

given the opportuni 

35 Id. at 23. 
36 Id. at 32. 

ith the treatment of utilities in other states, where firms are only 

al, competitive return (as r 

13 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Dr. Johnson recommended that the Commission reject th 

Staff approach appears in this case to provide a fairly reasonable result ut that his recommended 

method of subtracting an inflation factor from the weighted average cost of capital is the best 

alternative. 

Staffs Method 

Staff proposed two alternative methods that adjust the WACC in order to find an appropriate 

fair value rate of return. Both methods develop a “fair value capital structure” and assign cost rates 

to the various components, with the first alternative applying a zero cost to the fair value increment 

of the capital structure and the second alternative applying a real risk-free rate of return to the fair 

value increment of the capital structure. 

Staffs first alternative, using a zero cost component applied to the fair value portion of the 

capital structure, is based upon Staffs recommendation that because that portion has not been 

financed by investors, a zero cost rate is appropriate. 

If the Commission finds that it is appropriate to apply an above-zero cost rate to the fair 

value increment of the capital structure, Staff recommends its second alternative and that the proper 

return should be no larger than the real (i.e., after inflation is removed) risk-free rate of return. 

Staff witness Mr. Smith testified that according to the Court of Appeals decision, a 

“superfluous mathematical exercise cannot be used, i.e., there must be appropriate economic and 

financial logic and support underlying the determination of the fair value rate of return that is applied 

to FVRB” and that the Commission has e discretion to determine the appropriate meth~dology.~~ 

37 Id. at 30-3 1. 
38 Ex. S-R3, Smith Direct Testimony at 15. 
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;tructure. 

letennine the rate of return t 

timony, the concept of 

:apital is designed to apply to an OCRB: 

balance sheet using the book values of the capital structure components. The cost of 
capital, once determined, is then applied (i.e. multiplied by) the rate base, which is 
derived from the asset side of the balance sheet (i.e. OCRB). From a financial 
perspective, the rationale for this relationship is that the rate base is financed by the 
capitalization. Under this relationship, a provision is provided for investors (both lenders 
and owners) to receive a return on their invested capital. Such a relationship is 
meaninghl as long as the cost of capital is applied to the original cost (i.e., book value) 
rate base, because there is a matching of rate base and capitalization. When the concept 
of fair value rate base is incorporated, however, this link between rate base and capital 
structure is broken. The amount of fair value rate base that exceeds original cost rate 
base is not financed with investor-supplied funds, and indeed, is not financed at all. As a 
result, a customary cost of capital analysis cannot be automatically applied to t 
value rate base since there is no financial link between the two concepts. . . . The 
important since financial theory indicates that investors should be provided 
opportunity to earn a return on the capital they provided to the utility. Since the capital 
finances the rate base (in an original cost world), the link be 

ancial ~bjective.~’ 

Because both the capital stru d the OCRB are based large1 

17 

18 

19 

20 

21 

28 

recorded on a utility’s balance sheet, i.e., on recorded accounting information, there is a 
connection. Typically, the major items of original cost rate base, such as Plant in Service 
and Accumulated Depreciation, are derived fiom the asset side of the utility’s balance 
sheet. Conversely, the major components of the capital structure, such as debt and 
equity, are derived from the liability and capital side of the utility’s balance sheet. The 
focus for developing these is typically on the recorded accounting data. In other words, 
the liabilities and capital recorded on the company’s balance sheet finance the assets 
recorded on the balance sheet.40 

39 Ex. S-R5, Parcel1 Direct Testimony at 4-5. 
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md appropriate, from a financial standpoint, to assume that this increment has no financing cost.’” 

By using the capital structure, the cost of capital can account for this level of cost-free capital. Mr. 

Parcell testified that such a procedure would still provide for a return being earned on all investor- 

supplied funds and therefore would be consistent with financial standards.43 

Mr. Parcell testified that, from a financial perspective, it should not be necessary to provide 

for any costs associated with the fair value increment of the capital structure. If the Commission 

chose to do so from a public policy perspective, however, he would recommend the cost be no larger 

than the real @.e. after inflation is removed) risk-free rate of return. Mr. Parcell explained that the 

real risk-free rate must be used because the Company’s investors are already receiving an inflation 

factor due to the inclusion of inflation in the FVRB, and it would be double-counting to also include 

the inflation components in the cost to be applied to the fair value increment of the capital structure. 

Mr. Parcell testified that any value above zero percent should be justified in policy considerations 

instead of pure economic or financial principles. For that reason, Mr. Parcell believes that the 

selection of an appropriate cost rate is within the Commission’s discretion. 

Mr. Smith testified that under the two alternatives proposed by Staff, the methodology for 

determining fair value rate of return is based upon sound reasoning and appropriate financial, 

economic, and ratemaking theory and that the Commission, in its discretion, can choose to use either 

method. Mr. Smith testified that, theoretically, if the OCRB were hgher than the FVRB, the cost 

factor applied to the fair value increment of the capital structure could be negative. Mr. Smith added 

that after looking at “quite a few different utility filings in Arizona here, and virtually every instance 

in which I am aware, the fair value rate base is considerably higher in most instances than the 

41 Ex. S-R3, Smith Direct Testimony at 16-17. 
42 Ex. S-R5, Parcell Direct Testimony at 5. 
43 Id. 
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iriginal cost rat e, in Arizona Pub1 believe the difference was 

ere in excess of $1.6 billi~n.’~‘ Parcell testified that if the Company’s 

extra dollars, the impact on rates would CC were applied to APS, ‘ 

d think. $1.6 billion times any incremental, that 

In response to the Co 

return uses a hypothetical c 

same capital structure that 

m appropriate adjustment 

ctures for ratemakin 

Company witness Bourassa’s proposed “market value capital structure” is inappropri 

$35.737 million revised capital structure exceeds act 

FVRB by $15.397 million, or .7 percent. In re 

changing the capital structure 

structure that was used in the decision was “part of the framework that matched capital structure to 

an OCRB” and that in this remand proceeding, Staff is proposing 

is directly applicable to the FVRB!6 

capital by $15.472 million 

se to the Company’s criticism that Staff 

pted in Decision No. 68176, Mr. Parcell explains that th 

In response to Company witness Bourassa’s test 

appears to be maintaining that, since the Co 

to the FVRB, it should do so. Yet, he has not indicated ‘why’ the Commissi 

, Mr. Parcell states that although Mr. 

on is not ‘prohibited’ from applying 

do 

capital and OCRB because the utility’s 

Mr. Parcell lists the various reasons why 

including the existence of non-utility ass 

progress, disallowance of rate base items, existence of non-investor-suppli 

Mr. Parcell disagrees with Mr. 

rate base, construction work in 

44 Tr. at 122-23. 
45 Tr. at 358. 
Ex. S-R6, Parcell Surrebuttal Testimony at 13. 46 

47 Id. at 6. 
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ieposits and advances 

.he premise of OCRB 

In response to Mr. Bourassa’s 

Jsed in traditional cost of equity mod 

:spital, Mr. Parcell explained that 

sstimated and that just because traditional “market-based” cost of equity models such as the DCF 

and CAPM use the market price of utility stocks, that does not invalidate the conceptual li 

between OCRB and WACC. Mr. Parcell testified that Mr. Bourassa’s assertion that DCF and 

CAPM derived costs of equity can only be applied to OCRB when the market-to-book ratio of a 

utility’s stock is 1.0 “defies utility ratemaking practices throughout the U.S. Virtually all public 

utility commissions apply DCF and CAPM model results to the book value capital structures to 

determine the WACC.”48 Mr. Parcell cited two independent, academic-related sources that identify 

the relationship between the OCRB and the capital structure of a utility: Charles F. Phillips, Jr., The 

Regulation of Public Utilities: Theories and Practice, (3rd ed. 1993) and Roger A. Morin, New 

Regulatory Finance, (2006). 

In response to Mr. Bourassa’s proposed conversion of a market-based equity retum to a book 

value return, Mr. Parcell testified that such a conversion is inappropriate. “Knowledgeable utility 

investors are aware that utility rates are established on the book value of the utility’s capital in the 

WACC. As a result, the stock prices of utilities reflect this recognition. To make an adjustment to 

the market-based cost of capital amounts would lead to the provision of an excessive Mr. 

Parcell noted that Mr. Bourassa had indicated in response to a data request that he had never 

recommended an adjustment to his market-based models to reflect a difference between a utility’s or 

proxy group’s book value of equity and the market value of equity and was also unaware of any 

Commission decisions in Arizona or elsewhere where such an adjustment was made. 

Mr. Parcell testified that when Staff asked Company witness Mr. Walker whether he had ever 

testified that a utility’s WACC should be applied to its FVRB, Mr. Walker answered “none” and also 

48 Id. at 10. 
49 ~ d .  at 11. 
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Mr. Parcel1 testified that neither 

ds justifl or require th 

VFU3. He further testified that dete 

udgment and that certain aspects of 

stablished in financ ory, no such parallel 

vhich is why Staff has provided the Commis 

e appropriate in this case.51 

s Smith testified that the 

,esults produced by the application of the 

iubstantially higher the results produced 

nean that the F was not adequate1 

:haracterize all such results as a mere superfluous mathematical exer~ise.’’~~ 

From a financial and economic perspective 
impact of using Staffs first alternative is nearly the same or even exactly the same as the 
so-called backing in method. Chaparral City seems to conclude that these nearly 
identical results mean that Staffs first alternative is a superfluous mathematical exercise, 
as the court used that term in a Chaparral City case. I do not agree with this conclusion 
because Staffs first alternative expressly considers how to indep 
determine the fair value rate of return.53 

Staff states that Decision No. 68176 rejected the Comp 

the WACC as the rate of return and found that 

at the “court did not 

value rate base w 

expressly stated 

the fair value rate of return, but may use its discretion to determine the appropriate method for 

”Id .  at 15. 
” Id. at 20-2 1. 
52 Ex. S-R4. Smith Surrebuttal Testimony at 10. 

result in an excessive return on 

e Commission doesn’t have to adop 

53 Tr. at 340-41. 
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e Arizona Constit 

business therein; and every public service corporation doing business within the state 
shall furnish to the commission all evidence in its possession, and all assistance in its 
power, requested by the commission in aid of the determination of the value of the 
property within the state of such public service corporation. 

Article 15, 3 3, of the Arizona Constitution states: 
The corporation commission shall have full power to, and shall, prescribe just and 
reasonable classifications to be used and just and reasonable rates and charges to be made 
and collected, by public service corporations within the state for service rendered therein, 
and make reasonable rules, regulations, and orders, by which such corporations shall be 
governed in the transaction of business within the state, and may prescribe the forms of 
contracts and the systems of keeping accounts to be used by such corporations in 
transacting such business, and make and enforce reasonable rules, regulations, and orders 
for the convenience, comfort, and safety, and the preservation of the health, of the 
employees and patrons of such corporations; Provided, that incorporated cities and towns 
may be authorized by law to exercise supervision over public service corporations doing 
business therein, including the regulation of rates and charges to be made and collected 
by such corporations; Provided further, that classifications, rates, charges, rules, 
regulations, orders, and forms or systems prescribed or made by said corporation 
commission may from time to time be amended or repealed by such commission. 

The traditional public utility ratemaking “formula” applies the rate of return to the rate base 

and uses the resulting revenue as the required operating income. Rates and charges for service are 

then developed to collect that revenue from customers. As interpreted by Arizona courts, the 

Anzona Constitution requires that when setting rates, the Commission must find the fair value of a 

public service corporation’s property and use that value to set just and reasonable rates.55 The 

Constitution therefore, requires and instructs the Commission on one piece of that ratemaking 

formula - the rate base - to use the “fair” value of the utility’s property as the rate base. The 

Constitution is silent as to how the Commission is to determine the rate of return, thereby leaving 

that duty to the Commission and allowing it to use its knowledge and expertise, with the caveat that 

the resulting rates and charges must be just and reasonable. 

j4 Tr. at 15. 
jS “While OUT constitution does not establish a formula for a 
used as the base in fixing rates. The reasonableness and justness of the rates must be related to this finding of fair value.” 

ing at fair value, it does require such value t 

Simms v. Round Valley Light & Power Co., 8 iz. 145, 151,295 P.2d 378, 382 (1956). 
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As discussed by Sta the early 1900s, the regulation of p 

itilities has evolved along with standardized accounting procedures and econo 

, h e ~ r y . ~ ~  When Arizona’s constitutional framers adopted Article 15, 0 14, the National 

If Regulatory Utility Commissioners’ Unifo System of Accounts did not exist, and 

lay finance models to estimate the cost of equity were in use. As the Arizona Supreme Court 

iiscussed in Arizona Corp. Comm’n v. State ex rel. Woods, 171 Ariz. 286, 830 P.2d 807 (19 

xogressive and labor forces shared a strong di 

Clommission strong powers to regulate public 

Zommission to provide both effective regul 

xotection against overreaching by those  corporation^."^^ 

st of corporate powers and combined to g 

ice corporations. “The founders expected the 

of public service corporations and consumer 

Nationally, the fair value method of ratemaking was prominent during the first half 

twentieth century. Then a trend developed for regulators to begin using original cost info 

which was more reliable, easier to interpret, and less susceptible to problems. 

States Supreme Court’s decision in Federal Power Comm ’n v. Hope Natural Gas Co., 320 U.S. 59 

Freed most state and federal jurisdictions fiom the requirement to use a 

when setting public utility rates.58 Once regulators had the appropriat 

accounting and the double dealing transactions, the original cost was given more weight because it 

was a more reliable and trustworthy number. 

944, the United 

Today, Arizona is apparently the only remaining state jurisdiction that requires rates to be s 

upon the FVRB. Most of the case law related to ratemaking in Arizona focuses upon issues 

involving the FVRB, and the parties have cited few cases from other jurisdictions that concern the 

appropriate rate of return on a FVRB. 

56 Dr. Johnson’s testimony included a history of “fair value” in the context of rate regulation with an explanation of how 
in the early 19OOs, a distrust of the book cost information provided by the utilities due to the practice of trading utility 
properties back and forth at escalating “values,” recording “cost” that included the profit of an affiliate, and the lack of 
standardized accounting methods led state commissions to favor “fair value” over “original cost” rate base 
determinations. Ex. R-Rl, Johnson Direct Testimony at 5-8; Tr. at 181-184. 
57 Woods at 290, 830 P.2d 807 at 8 1 1. see generally Deborah Scot? Engelby, Comment, The Corporation Commission: 
Preserving its Independence, 20 Ark. St. L. J. 241 (1988). 
Ex. R-R1, Johnson Direct Testimony at 8. 
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malysis designed to calculate a return on rate 

No party proposed that the 

utility’s rate base, as was 

juring the first half of the 

must employ a method of determining operating income that comports with constitutional 

requirements. Accordingly, we will analyze the methods proposed by the parties to determine 

whether they will result in an appropriate and reasonable rate of return to apply to the Company’s 

FVRB in this case. 

We previously found in Decision No. 68716 that the Company’s rate of return methodology 

(adopting the WACC as the fair value rate of return) and resulting revenue increases would produce 

an excessive return on FVRB.61 The Company continues to advocate for its methodology and 

requests that the Commission apply the WACC to the FVRB in t h s  Remand proceeding. We will 

again consider its arguments. 

In support of its position that the WACC should be applied to the FVRI3, the Company 

attempts to apply Arizona law concerning FVRB to the determination of fair value rate of return 

(“FVROR’’). The Company’s criticism - that Staffs and RUCO’s positions are based upon the 

“prudent investment” theory - takes that rate base theory and tries to apply it to a cost of capital 

determination.62 The Arizona Supreme Court in Sirnrns stated that “[ilrrespective of the merits, if 

any, of the prudent investment theory, because of our constitution the commission cannot use it as a 

determination.62 The Arizona Supreme Court in Sirnrns stated that “[ilrrespective of the merits, if 

any, of the prudent investment theory, because of our constitution the commission cannot use it as a 

59 Although Mr. Bourassa presented two other methods to determine rate of return, both used a weighted cost of capital, 
and both restricted recovery to actual debt costs, with the increases going solely to the cost of equity and the percent of 
equity. Ex. A-R4, Bourassa Rebuttal Testimony at 24-29. Dr. Zepp testified that he could “imagine that there are other 
schemes that someone could devise” Tr. at 242, but that other than a cost of capital analysis, he “couldn’t thmk of a way 
that would also give us a reasonable opportunity for investors to earn the 9.3 ROE that the Commission has already 
found is reasonable,” Tr. at 244. Mr. Smith testified that “the cost of capital is a probably a necessary intermediate step, 
but it is not the final result,” Tr. at 300, and Mr. Parcel1 testified that it would not be possible to set a fair value rate of 
return without determining cost of capital “because the fair value rate of return has to have capital cost components or 
capital components and cost rates,” Tr. at 362-63. 
6o Tr. at 202-03. 

DecisionNo. 68176 at 39, Findings ofFact No. 18. 
See Chaparral City Closing Br. at 8, 25, 31, 32, 34, 35; Chaparral City Reply Br. at 2, 11, 28; Ex. A-R4, Bourassa 

Rebuttal Testimony at 16; Ex. A-R5, Bourassa Rejoinder Testimony at 7, 8, 10, 11, 17, and 22; Ex. A-R7, Zepp Rebuttal 
Testimony at 15 and 20. 
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held that under our constitution the Corporation Commission must find the fair value of the 

roperties devoted to the public use, and that in determining the fair value the Commission cannot 

)e guided by the prudent investment theory . . . . 
nvestment theory cannot b sed in determinin 

ndent investment theory i e context of det 

2ompany stated that the Court of App 

2haparral City’s historic investment in plant 

V a t e ~ . ” ~ ~  The Cowrt of Appeals stated: 

~ ~ 6 4  

the appropriate rate of return. However, the 

setting rates, citing b 

The Commission also argues that the use of the method employed here was appropriate 
given that Chaparral City requested a rate of return based on a cost of capital analysis. 
The Commission contends that, because the cost of capital analysis is based on Chaparral 
City’s capital structure, it measures the cost of the funds that Chaparral City actually 
invested in the plant. The Commission argues that applying the weighted average cost of 
capital as a rate of return to the fair value rate base would be applying a figure based on 
investment to a rate base figure not based on investment. By this argument, the 
Commission appears to be advocating the setting of rates based on the investment made 
in the plant. However, rates cannot be based on investment, but must be based on the fair 
value of the utility’s property. Simms, 80 Ariz. At 151,294 P.2d at 382; Ariz. Water Co., 
85 Ariz. at 203,335 P.2d at 415. 66 

Apparently the Company is arguing that this discussion by the Court Appeals is warning 

,he Commission not to use the WACC to set rates 

4nd yet, the Company is advocating that the Commission use the WACC, which is a fi 

ipon the Company’s investments, to set rates.67 The Company has offered no explanati 

‘illegality” would only apply to Staff or RUCO’s use of WAC 

WACC. If it believes that the Court of Appeals m 

rates based on investment, then the Company should 

g an appropriate rate of return. 

63 Simms at 151, 294 P.2d at 382 (emphasis added). 
64 Ariz. Water Co., 85 Ariz. at 203, 335 P.2d at 415. 
65 Chaparral City Reply Br. at 7. 
66 Exhlbit A-R13 at 12-13. 
67 It does not matter that the WACC uses percentages, as opposed to amount of debt, as argued by the Company, (Ex. A- 
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We believe that this issue of historic/prudent investment is a FVRB issue and has not and 

should not “bleed” into the rate of return determination. If the histordprudent investment issue 

were to apply to the determination of the cost of capital, there would be no economic or financial 

basis upon which to set a return. In this Remand proceeding, neither Staff nor RUCO has 

recommended modifying FVRB to reflect investments. In fact, no party is disputing our finding of 

FVRB in the amount of $20,340,298, and both RUCO and Staff recommend applying their 

respective recommended fair value rates of return to that amount. 

The Company relies on case law from other state jurisdictions to support its argument that 

the WACC should apply to FVRB. The Company’s reliance on State ex rel. Utilities Comm ’n v. 

Duke Power Co., 206 S.E.2d 269, 281 (N.C. 1974) is misplaced. In that case, the North Carolina 

Supreme Court remanded the issue of the appropriate fair rate of return on the fair value of Duke 

Power’s properties because it was apparent to the Court that the North Carolina Commission had 

made its determination “through a misunderstanding” of another decision by the Court. The Court 

stated that: 

[Tlhe capital structure of the company is a major factor in the determination of what is a 
fair rate of return for the company upon its properties. There are, at least, two reasons 
why the addition of the fair value increment to the actual capital structure of the company . 
tends to reduce the fair rate of return as computed on the actual capital structure. First, 
treating this increment as if it were an actual addition to the equity capital of the company 
as we have held G.S. 8 62-133(b) requires, enlarges the equity component so that the risk 
of the investor in common stock is reduced. Second, the assurance that, year by year, in 
times of inflation, the fair value of the existing properties will rise, and the resulting 
increment will be added to the rate base so as to increase earnings allowable in the future, 
gives to the investor in the company’s common stock an assurance of growth of dollar 
earnings per share, over and above the growth incident to the reinvestment in the business 
of the company’s actual retained earnings. As indicated by the testimony of all of the 
expert witnesses, who testified in this case on the question of fair rate of return, this 
expectation of growth in earnings is an important part of their computations of the 
present cost of capital to the company. When these matters are properly taken into 
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percent. Ths  is for the C 

ethodology can be used to 

Duke Power at 282. 
Chaparral City Reply Br. at 3. 69 

70 396 N.E.2d at 519. 
71 This seems to be a “fall out number” after revenues have already been determined. 
72 This also seems to be a “fall-out’’ calculation. 
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of utility property. Therefore, the cost of capital calculated in the manner above, is 
related primarily to an original cost depreciated rate base. If the fair value rate base 
reflects the current value of Petitioner’s utility property, as it must, determining a fair 
return by multiplying the cost of capital, including a consideration of prospective 
inflation by a fair value rate base, which includes historic inflation, may overstate the 
required return by reflecting inflation twice. In order to avoid any such redundancy, it is 
necessary to make an adjustment to the cost of capital in arriving at reasonable rate of 
return to be applied to the fair value rate base. On the basis of the evidence presented, 
the Commission finds the prospective rate of inflation, 2.5% should be removed from 
Petitioner’s 12.0% cost of equity, to arrive at a deflated cost of common equity capital of 
(9.5%) to be used in computing a fair rate of return on the fair value of Petitioner’s utility 
property. When this is done, the resulting rate of return, which we find should be applied 
to Petitioner’s fair value rate base of $10,700,000, is 6.1 0%.75 

The cases cited by the Company and by Staff illustrate the complex issues involved in setting 

a rate of return on a FVRB. Although they are informative, they do not compel this Commission to 

adopt any particular method. 

The Company also argues that its method of determining FVROR is supported by economic 

and financial theory. It asserts that there are no 

not to apply the WACC to FVRB. 

The Company argues that there is no conceptual tie between WACC and OC 

therefore the “WACC can be applied to any rate base because (1) the WACC method relies on the 

percentages of debt and equity in a utility’s capital structure, not the amounts of invested capital . . . 

and (2) the cost of equity is estimated with market-based finance models that use information on 

publicly traded ’’76 cks and do not depend on the rate base to which the cost of equity is applied . . . 

We disagree with the Company’s position that the determination of a utility’s rate base and 

the estimate of the cost of capital are ind dent of each other. As explained by 

74 Harbour Water Corp., Case No. 41661,2001 WL170550 (Jan. 10,2001 Ind. Util. Reg. Comm’n). ’’ Id. at 10 (emphasis added). 
Chaparral City Reply Br. at 10 (emphasis in original). 76 
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nay be some differences between OC 

lot set based upon the company’s actual capital structure,79 but upon the rate base associated with 

hat capital structure, and that to the extent that parties recommend different adjustments to plant that 

esult in different rate bases, the revenues generated will differ. Staff and RUCO have not asserted 

hat their methods allow the Company to earn a return on the dollars of book equity and d 

:omprise the company’s actual capital structure, but that the unadjusted WACC con 

*ate base derived from the any’s books. The traditional development and use 

lesigned to allow the utili opportunity to e 

:osts associated with its appropriate 0 

were not the intent, then why would a 

Ltility may or may not have an opportunity to earn its cost of capital. “Cost” is applied t 

=vent, or service, and the cost of such 

event or service. Investors in utilities know that rates and charges are set by regul 

using a return on rate base and the cost of capital of a particular utility refl 

knowledge and value. 

in dollars, the mlount of its estimated capital 

a fixed rate of return and 

The Company also argues that a 

Unless a hypothetical capital structure is used, which the Company is not advocating here. 
78 See Ex. R-R2, Johnson Surrebuttal Testimony at 7; Ex. S-R6, Parcel1 Surrebuttal Testimony at 9 ’’ Capital structure here means the dollar amount of debt and 
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models can be 

hases stock in a 

end income stream 

return on rate base authorized by 

of cost of equity captures 

Therefore, using market-derived 

1 be earning based 

its return on OCRBYs1 and no “conversion” to a “book value return” is appropriate.82 To apply those 

market-based costs of equity estimates to a different value would not accurately or appropriately 

compensate the utility for the fair value of its property, would not be consistent with the competitive 

market standardYs3 and would pose the circularity problems discussed by Dr. Johnson. Further, the 

Arizona Supreme Court has found that the market value is not, as a matter of law, the fair value.84 

The Company also argues that when the value of the assets financed by the capitalization 

increases, the equity owners expect a higher return; and when the value of the assets decreases, the 

expected return is lower. According to the Company, this “is the essence of the competitive market, 

which the fair value standard is intended to mimic.”85 However, as Dr. Johnson explains, in 

jurisdictions where the OCRB is used: 

[Rlegulators have found that the WACC approach provides a reasonable result - since 
the cost of equity includes adequate compensation for the effects of inflation and no 
further compensation is needed. In contrast, where the rate base is growing with 
inflation, because it is partly tied to reproduction cost, the utility’s income will be 
systematically growing with increases in reproduction cost, and thus a reasonable result 
can best be achieved by using a lower percentage return - thereby avoiding 
overcompensating for inflation.y786 

Further, although the Company argues that its return on fair value method mimics 

competition, and that higher values should bring higher returns and lower values lower returns, were 

the “value” of the Company’s OCRB - meanin the Company was unable to 

Chaparral City Reply Br. at 1 1. 80 

*’ Although the Company argued that different state commissions use different methods of detemning OCRB, it 
argue that state commissions have set rates using FVRB that are then reflected in market-based finance models. 
82 Ex. S-R6, Parcel1 Surrebuttal Testimony at 1 1. 
83 See Ex. R-R1, Johnson Direct Testimony at 21. 
84 “[Tlhe purchase price of a public utility does not constitute, as a matter of law, its fair value.” Arizona Corp. Comm ’n 
v. Arizona Water Co., 85 Ark. at 202-03,335 P.2d at 414. 

547 (1898)). 
Chaparral City Reply Br. at 17 

Ex. R-R2, Johnson Surrebuttal Testimony at 8. 

ting Duquesne Light, 488 U.S. 299,308-09 (quoting Smyth v. Ames, 169 85 

86 
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lebt nor book equity. Based upon financial theory, Staff believes that the cost of this component 

should be reflected in the cost of capital used to establish a return o 

zriticizes Staffs method, calling it “another backing-in method” that fai 

g rates. As discussed ab0 the company improperly attempts 

prohibiting the use the historic/pmdent 

determination of the 

that the Commission is precluded from us 

Company’s capital structure were at iss 

capital structure challenged on appeal. 

Appeal’s mandate and cannot be re-lit 

. Additionally, the Comp 

Commission determines that the c 

87 Chaparral City Closing Br. at 2. 
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to be applied to the 

RUCO’s method is designed to develop a WACC that can be applied to FVRB without 

jouble counting inflation. The Company argues that inflation is not “double counted” when the cost 

3f capital is applied to a FVRB. The Company does not dispute that inflation may impact both the 

Zost of equity and the RCND, but argues that RUCO’s adjustment to the cost of capital is “not only 

grossly excessive, but constitutes piecemeal ratemaking.”sg 

The Company argues that any adjustment to account for inflation should take into account 

that the OCRB portion of FVRB is unaffected by inflation; that the RCND did not contain a current 
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the WACC to FVRB would not 

md will change due to inflationg4 and that there i 

nisplaced, and is apparently based upon his and the Company’s misunderstanding of RUCO’s 

nethod. RUCO’s recommended method does not adjust FVRB for inflation; RUCO’s adjustment is 

1 reduction in the inflation rate contained in the current 

ion adopted the Company’s proposed method of averaging OCRB 

jetermine the FVRB, and did not reduce the OCRB, RCND, or FVRB for 

iid not appeal or dispute the FVRB determination. 

Although the Company stat 

evidence that the RCND valuation 

did not dispute that inflation exists in RCND valuesy6 and additionally 

92 Id. at 39. We also note that the support cited by the Company is from a 1976 
“constant inflation of recent years.” Chaparral City Closing Br. at 38 (citing Robert A. Webb, Utility Rate Base 
Valuation in an Inflationary Economy, 28 Baylor L. Rev. 823, 825 (1976)). The Company has not ass 
current inflation rate is comparable to the inflation rates being discussed in 1976. 

Ex. A-R4 at 40; Ex. A-R7 at 20-3 1. 
Ex. A-R7, Zepp Rebuttal at 25; see also Chaparral City Closing Br. at 41- 42. 

93 

94 

95 Chaparral City Reply Br. at 3. 
96 Tr. at 4 1-46, 50-5 1. The Handy-Whitman indexes are not tied specifically to the Consumer Price Index, but are item 
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estified concerning the inflation comDonent of FVRB, whicl 

RCN plant bases were developed using the dy-Whitman Bulletin 155 Plateau Region 
(HW Bulletin 155) and the U. S .  Department of Labor Consumer Price Index for All Urban 
Consumers (CPI-U). The plant-in-service or plant asset listing at the end of the test year 
was first summarized by asset class (account) and vintage year. An appropriate cost index 
number was assigned to each class asset and vintage year. Handy-Whitman Bulletin 155, 
Plateau Region was used as the cost index source for construction plant, and the CPI-U was 
used as the cost index source for certain non-construction plant items such as computers 
and transportation equipment. To restate the original cost in current dollars, the original 
cost was multiplied by a cost factor for each asset class and vintage year.98 

Zlearly, the RCND value proposed by the Company and adopted by the Commission in Decision 

Vo. 68 176 included inflation, and that inflation component carries into the FVRB. 

There is no evidence that inflation has eroded the Company’s earnings or that the level of 

3perating expenses from the test year did not reflect the current costs (and therefore the effects of 

inflation). We note that in Decision No. 68176 we allowed almost three million in post test-year 

plant to be included in rate base. Removing inflation from the return is no more “piecemeal 

ratemaking” than is adding inflation to the rate base. As explained in this discussion, the effects of 

inflation are accounted for in the FVRB, and they need not be “doubly counted” in either the return 

or in operating expenses. While in retrospect, the Company may wish that it had analyzed its RCND 

value more thoroughly and proposed a different weighting of OCRB and RCND, there is no 

evidence that the FVRB is not reasonable and appropriate, and the Company did not appeal that 

fmding. 

As a final note, it appears that the Company is actually arguing that the traditional rate 

making formula does not work, so the Commission should give it an extra opportunity to earn a 

reasonable return on its FVRB by allowing inflation in the rate of return and in the FVREL9’ We 

97 Dr. Johnson testified “that there are other things that go into a fair value rate base; it is not purely a question of 
inflation. But clearly a component of that is inflation, as indicated by things like the Handy-Whitman Index, which is 
simply a measure of inflation in a very specific narrow field. They have a whole series of data series. This is inflation 
in steel prices, this is inflation in other specific components, things that utilities buy.” Tr. at 157-58; see also, Tr. at 299, 
300,320,330; Ex. R-R1, Johnson Direct Testimony at 17,23,24,28,29,34; Ex. R-R2, Johnson Surrebuttal Testim 
at 3-4, 8, 10, 13, 14-16. 
98 Ex. A-4, Bourassa Direct Testimony at 7-8. 
99 Ex. A-R4, Bourassa Rebuttal Testimony at 31-32, Chaparral City Closing Br. at 38-44. 
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egal or policy reasons to all0 

Accordingly, Staffs 

Conclusion 

FVRB. Arizona is appar 

3ther state jurisdictions 

xonomists and analysts have developed and applied methods for estimating the cost of equity and 

the weighted cost of capital that are applicable to developing a rate of return on an OCRB rate ba 

Since this process uses costs 

to an OCRB would indirect1 

methods are not directly applicable for use with our FVRB because th 

component also. Our previous method was a shorthand metho 

influence one piece of the ratemaking formula - the rate of r 

has made it clear that, under our constitution, the “inflation component” belongs in 

Accordingly, in order to avoid over-co 

that the rate of re 

Rates,loo Profess 

the rate of return should include no allowance for price inflation, realized or anticipated, since any 

such allowance would be incorporated in the rate b 

capital includes inflation, if the Commission were to apply that cost of capital as the FVROR t 

FVRB (which includes inflation in the RCND portion), then the impact of inflati 

overstated, and the resulting revenues would compensate the utility for more than the fair value of its 

property, resulting in rates and charges 

sts that reflect inflation, the application of this return 

ing the effect of inflation, it is necessary for us to ensure 

oes not also carry an inflation 

right discusses the rate of r 

James C. Bonbright, The Principles of Public Utility Rates (19 100 

lo’ Id. at 281. 
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d RUCO’s methods adjust the W 

plied to the F W .  S 

he cost of the portion of the capital structure that i 

D inflation, 0 ’ s  method ana 

,djusts the cost of capital to eliminate the inflation component. Neither method modifies the FVRE3 

ve found in Decision No. 68176, and both methods apply a FVROR derived fi-om a financial 

lnalysis of the Company’s cost of capital directly to that FVRB to determine required operating 

ncome. 

Accordingly, while we find that either Staffs or RUCO’s method would result in a fair rate 

If return on FVRB, in this case we will use RUCO’s method, with modifications as discussed below, 

o reduce the inflation embedded in the cost of capital in order to determine a fair return on FVRB. 

ISSUE # 2 What is the appropriate rate of return on Chaparral City’s FVRB to be 

ised to set rates in this Remand proceeding? 

Having determined that both RUCO’s and Staffs methodologies are appropriate for the 

Clommission to use to set rates in this Remand proceeding, the Commission must determine what 

-ate of return is derived fi-om those methods and what rate is appropriate for use in this Remand 

proceeding. 

RUCO’s Recommended Rate of Return 

RUCO’s method requires that the weighted average cost of capital be reduced by an inflation 

component. The Company conceded that the cost of equity may have an inflation component, but 

criticized RUCO’s recommendation to reduce the entire WACC by the inflation component. 

Further, the Company argued that only one half of the FVRB (the RCND portion) includes inflation. 

RUCO’s witness, Dr. Johnson, testified that a useful measure of investor inflation 

expectations can be derived by comparing the yields on Treasury Inflation-Protected Securities 

(“TIPS”) and the yields on other comparable government security that is not linked to inflation. His 

analysis of this comparison for the years 2001 to 2007 shows an average difference ranging from a 

low of 1.70 percent in 2001 to a high of 2.90 percent in 2004. By averaging the annual averages, he 

determined an overall expected future inflation rate of 2.34 percent during the most recent 6.5 years. 
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le recommends that the C servative and falls toward 

he low end of the recent level of investor expectations concerning future 

nflation rates. Dr. Johnson recommends that the Commission use an inflation factor of 2 percent 

fair rate of return of 5.60 percent. 

choose an inflation rate that 

om the gross revenues granted in 

lecision No. 68 176. 

ed to the fair value portion of 

o cost rate is appropriate because 

od, the overall fair value rate of 

, results in a $7,734 downward revision to the meturn is 6.34 percent which when applied to the 

*evenue increase of $1,107,596 granted in Deci 

,he Company’s rates for such a small change. 

Staff recommends its second alternative if the Commission finds that it is appropriate to 

apply an above-zero cost rate to the fair value increment of the capital structure. Mr. Parcell testified 

that from a financial perspective, it should not be necessary to apply a cost to the fair Val 

increment of the capital structure, but that if the Commission chose to do so from a public policy 

perspective, he would recommend the rate be no larger than the 

risk-free rate of return. Using a 5.0 percent nominal risk-free rate ( 

Treasury securities) and removing the rate of inflation as measured 

(“CPI”) of 2.5 percent, Mr. Parcell reaches a real risk-free rate of 2.5 

real risk-free rate must be used because the investors in the Co 

inflation factor due to the inclusion of inflation in the FVRB, an 

also include the inflation components in the return to be applied to the FVRB increment. Mr. Parcell 

testified that any value between zero percent and 2.5 percent could be used as the cost rate on the 

lo2 This is approximately $162,060 less th 
DecisionNo. 68176. 
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a1 structure, but that 

lolicy considerations instead of pure economic o 

s that the selecti 

iroposes a mid-point of 

appropriate co 

, or 1.25 percent. 

era11 fair value rate of return is 6.54 percent, which when applied to 

he FVRB, results in a revenue requirement of $1,166,116, an increase of $58,520 over the revenues 

?anted in Decision No. 68176. This alternative would produce a total amount to be recovered of 

;138,750, through a surcharge of 7.1 cents per thousand gallons, based upon gallons sold in 2007.’03 

In response to Mr. Bourassa’s criticism that the 1.25 percent return on the FVRB increment 

iardly compensates investors for the fair value of their investment, Mr. Parcel1 responds that because 

vlr. Bourassa has made no independent analysis of what investors require for FVRB compensation, 

le has not provided any useful information that would discredit the 1.25 percent return. 

Conclusion 

As noted in Staffs Closing Brief, the Commission considers all the evidence and uses its 

:xpertise to analyze and reconcile that evidence in order to develop a reasonable resolution. The 

‘Commission is not bound to adopt the specific recommendation of any particular expert, but instead 

may use its expertise to synthesize the evidence and arrive at a reasoned policy judgment.”’04 

We find that the Company’s proposed method inappropriately allows inflation to be reflected 

in both the WACC and in the FVRB, and that while the inflation is not necessarily “doubled,” it is 

overstated. Although we believe that the cost of debt may reflect the effects of inflation, we are not 

convinced that the evidence presented in this proceeding is developed sufficiently to make that 

determination with certainty. lo5 Accordingly, while we agree with RUCO that the WACC should be 

adjusted to remove the inflation component, we believe that the appropriate adjustment in this case is 

These are the updated amounts from Staffs March 5,2008, filing, assuming rate change in June 2008. 
lo4 Staff Closing Brief at 11, citing Maine v. Norton, 257 F.Supp.2d 357, 389 (D. Me. 203); Citizens Tel. Co. v. Public 
Service Cornrn’n ofKentucky, 247 S.W.2d 510,514 (1952). 
‘Os Staffs witness Smith testified that based upon a comparison of two data sets, the treasury inflation protected 
securities and normal treasury debt of similar duration, he believes that inflation is a component of the cost of debt. Tr. at 
331-32. Staff witness Parcel1 testified that he had not considered the issue until the day before, but that while it seemed 
logical, he had not run the numbers. Tr. at 364-65. 
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pon sound economic and financial theory. Staffs method also supports the return that we adopt. 

In making our determination of r e tm,  we have evaluated and 

cts a 50/50 weighting of OCRB and 

flation; that the market-based models 

[eighed the following co 

CND; that the RCND pr 

sed to estimate equity ar 

to consider the 

egulated utilities can affect whether the 

If post-test-year adjustments to the Company’s rate 

he Company’s proposed RCND values and method for determining F W ;  and the gui 

rovided by the Court of Appeals in its Rem 

After consideration of all the testimo by the Parties’ and 

sing RUCO’s proposed method as modified herein, we find that a reasonable return on the 

2ompany’s FVRB is 6.40 percent. Using the capital structure adopted in Decision No. 68176 of 

11.27 percent debt and 58.73 percent equity, and applying the previously determined 5.1 pe 

If debt to the debt portion of the capital structure, results in a weighted cost of debt of 2.1 1 percent. 

Jsing the previously determined 9.3 percent cost of common equity and subtracting a 2 percent 

nflation factor’06 results in a 7.3 percent cost of equity not including inflation. Applying the 7.3 

3ercent equity cost to the equity portion of the capital structure results in a weighted cost of equity 

zxcluding inflation of 4.29 percent. Adding the weighted cost of debt of 2.11 percent and the 

weighted cost of equity excluding inflation of 4.29 percent results in a total adjusted WACC of 6.40 

percent, which we find is an appropriate rate of return on FVRB. 

The Arizona Constitution states that the Commission has full power 

. just and reasonable rates and charges to be made and collected by public service corporations. As 

the United States Supreme Court said in Dupes  

‘06 We agree with RUCO’s witness Dr. Johnson that ths  inflation rate is conservative and falls toward the low end of the 
historical data. 
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pelessly compl 

analyze the reasonableness of a is to compare it to the range of 

?air value rates of return recommend 

1 low of 5.6 percent to a high of 7.6 

md reflects our exercise of discretion in the ratem 

WROR will result in rates and charges that are just and reasonable. 

ISSUE#3 Should the Commission authorize the recovery of rate case expense the 

Company asserts it has incurred as a result of its appeal from Decision No. 68176 and this 

Remand proceeding? 

In this Remand proceeding, the Company requests that the Commission authorize recovery 

3f $100,000 in rate case expense it claims to have incurred since October 2005 related to the appeal 

and the Remand proceeding. Mr. Bourassa testified that the expected costs are “at least $200,000” 

and that the Company is “seeking approximately one-half of the amount it expects to actually incur. 

The Company is willing to accept that amount to avoid hrther disputes on this issue.”1o8 In response 

to the Staffs recommendation to deny recovery, Mr. Bourassa testified that the amount of rate case 

expense included in Decision No. 68176 did not include the costs of appeal or a Remand proceeding, 

and that since the Company was requesting the additional rate case expense be recovered through a 

surcharge, there would be no change in the normalized level of rate case expense. The Company 

believes that refusal to award a reasonable amount of rate case expense for the appeal and Remand 

proceeding would be arbitrary and unfair. The Company also argues that the exclusion of rate cases 

from A.R.S. tj 12-348 is logical when interpreted to mean that the Legislature was aware that utilities 

would likely recover the costs of a rate case as rate case expense. The Company points out that rate 

case expense is based on actual costs, not a “normalized” amount, and is annualized over a period of 

time that correlates with the utility’s expected rate case cycle. According to the Company, the 

amount of rate case expense allowed in Decision No. 68176 is immaterial to the Company’s request 

for rate case expenses incurred subsequent to that Decision. 

lo7 Duquesne Light, 488 U.S. at 314. 
log Ex. A-R4, Bourassa Rebuttal Testimony at 9. 
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ready recovering the normalized level of reasonable and arguing that the Co 

mdent rate case expense through rates set in Decision No. 68176 

vering attorneys’ fees in a 

n’s exercising its ratem 

the legislative policy dditional rate c 

12-348. In its Reply Brie indicates that it may be approp 

s pending rate case, which has 

e for the Company to seek 

ending 2006. Staff 

the expenses in the 

recovery of its rate case ex 

notes that this wo 

:ontext of an audited rate case. 

an opportunity to recover s 

We find that some of xpenses associated with the appeal 

ding might appropriately be recovered by the Company. However, the Company has 

y documented evidence in this Remand proceeding that it has incurred and paid any 

such expenses or that the expenses were appropriate and reasonable. Accordingly, we will allow the 

Company to seek recovery of su 

payment can be audited and verifi 

reasonableness. The Company will bear the burden to show that the expenses should b 

from ratepayers. 

expenses in its pending rate case, where the expense 

d a determination can be made to their appropriatene 

* * * * * * * * * 

g considered the entire record herein and being fully advised in the premises, the 

Commission finds, concludes, and orders that: 

FINDINGS OF FACT 

1. Chaparral public service corporation engaged in prov 

service to approximately 12,000 customers located in the northeastern portion of the Phoenix 

metropolitan area, including the Town of Fountain Hills and a small portion of the Ci 

rity granted by the C 

City is an Arizon 

h i o n  in Decision No. 41243 (April 

oration wholly owned by Americ 

Company, which is publicly ck Exchange. 
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4. On Septemb 30, 2005, the Commission i d Decision No. 68176 granting 

Clhapan-a1 City a rate increase of $1,107,596. 

Decision No. 68176 found Chaparral Ci VRB to be $20,340,298 and a fair r 

if return on FVRB to be 6.36 percent. 

6. Chaparral City appealed Decision No. 68176 to the Arizona Court of ,4ppeals, which 

uled that the Commission did not comply with Article 15, $14, of the Arizona Constitution when 

;he Commission set the rates based on original cost instead of the fair value of Chaparral City’s 

property. The Court of Appeals also found that Chaparral City did not make a clear and convincing 

showing that the Commission’s decisions regarding the methodologies the Commission used to 

determine the cost of equity were unlawful or unreasonable and therefore affirmed the 

Commission’s methodologies used to determine the cost of equity. The Court of Appeals vacated the 

Commission’s decision and remanded for further determination of Chaparral City’s rates consistent 

with the Arizona Constitution. 

7. The Commission conducted a Remand Hearing on January 28 and 29,2008, and took 

evidence and heard testimony from witnesses on behalf of Chaparral City, RUCO, and Staff. 

8. The parties filed Closing and Reply Briefs. 

9. Chaparral City recommends that the Commission use the WACC determined in 

Decision No. 68176 of 7.6 percent as the rate of return on the FVRB of $20,340,298. 

10. RUCO recommends that the Commission use the WACC determined in Decision No. 

68176 of 7.6 percent, minus an inflation factor of 2 percent, to set a rate of return of 5.6 percent on 

the FVRB of $20,340,298. 

11. Staff recommends that the Commission use a fair value capital structure to determine 

a WACC to be used as the rate of return on the FVRB of $20,340,298. 

12. Staffs recommendation included two alternatives whereby the increment in the fair 

value capital structure that was not financed by capital would be assigned either a cost of zero (first 

alternative, rate of return 6.34 percent) or a real risk-free rate ranging between zero and 2.5 percent, 

40 DECISION NO. 
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Zhaparral City. The 6.40 percent FVROR adopted herein falls within the range of recommendations 

eding and reflects our exercise of expertise and discretion in the ratemaking process. 

18. Multiplying the $20,340,298 FVRB by the 6.40 percent FVROR produces required 

iperating income of $1,301,779. This is $6 

iperating income. Multiplying the deficienc the gross revenue conversion 

results in an increase in revenues of $1,119, 

adjusted revenues. 

19. The revenue increase authorized herein is, on an annual basis, $12,143 m 

in Decision No. 68176, and Chap 

designed to collect the current defici 

over twelve months, through a charge to the commodity rat 

sold during 2007. 

20. 

City should be autllorized to 

Chaparral City may seek recovery of its r 

where the expenses and payment can be audited and veri 

their appropriateness and reasonableness. Chaparral City will bear the burden to show that the 
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40-250 and 40-25 1. 

2. he Commission has juris ction over the Company and the 

qplication and this Remand Proceeding. 

3. Notice of the Remand Hearing was provided in compliance with the Commission’s 

equirement s . 

4. Chaparral City should be authorized to implement a surcharge in accordance with the 

hscussion and findings herein. 

5 .  The rate of return methodology adopted herein complies with the Arizona Constitution 

md the decision of the Court of Appeals. 

6 .  Application of a 6.40 percent FVROR to the FVRB will result in rates and charges 

,hat are just and reasonable. 

ORDER 

. . .  

. . .  

. . .  
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IT IS FURTHER ORDERED that Chaparral City may request recovery of its rate case 

xpenses in the pending rate case matter, 

IT IS FURTHER ORDERED th 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION. 

hereunto set my 
Commission to be 
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